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the high market sharé and the actual market power possessed by Premera in
proper, narrower commercial product markets. Dr. MeCarthy’s improper
geographical market deﬁm’non masks the actual market power of Premera in the
proper, narrower geographic markets of certain areds of Eastern Washington,

b. The evidenee offered by Dr. McCartliy 4s to entry into and expansion in the
supply of health insurance in Eastern Washington does not support his
conclusion that there are low barriers toentry. In fact; oflier than Asuris, there.
has beeni no si gmﬁcant eniry or expansmn inthie supply of health insurance to
individuals, small or large groups in Eastern Washington:

e
Washi'z.ig-tmr lence
provider services by Prcmera m these areas.
The ;Rélevmn "Econm‘m'c Ma.rka’t

3. Dr McCarfhy coxxclxxdesthat the re‘levant ma.r‘km 18 ¢ ua

insurance-products in the state-of 'Wﬁsﬁxington;”-" Thus Dr. McCaxzt

and publicly-financed 'business,,_'in all areas ofthe state, in a single market. 1 Dr. MCath} s

were correct, this would mean, for-example, that an insurer offerin
low-income: families in the Sedttle area represents a competitive:
seeking health insurance in‘the Spokane area.  This certainty -makes 1o intuitive sease and:it

also makes no €cononiic sense.

any product or geographical areas in which Pretnera dominates. Dr. MoCarthy’s rational for
Jis overly inclusive market deﬁniﬁon if that he finds “no significant regulatory or operational

barriers for an existing insuter to offer new products, expand into new lines of business, or

*Pre-filed Direst Testiraony: of Thomas R. McCarthy (hereafter MoCarthy Tgst.imdny), P. 5
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i‘;ni:luﬁd,es all commercial a1

narced inSF‘Tal&Cé to |

_ _v;éffbr'zé large business |

4.  Thebroader-and Ixiig)re.;i3n,cius_ive isthe market définiition, ‘che more it will cbseure: |

Y




w £ 93]

O w = O

10
11
12
13
14

16 ¢

17

18

19

20

21

22

23
24

issue by incorporating the fhore difficult consideration of possible new en

expand into new geographical areas of the state””® This is not a proper cconomic approach to
identifying the set of reasonable alternatives :-avaﬂébl’e to buyers. The proper and standard
gconoric approach towards the definition of a relevant marketis suimmarized i the Horizontal
Merger Guidelines of the U.S. Department of Justice a_ndv the il?“?q‘el’al Trade Commission,

Those Guidelines note that “[m]arket definition focuses solely. on demand. substitution factors -

- i.e., possible consumer responses.””* However, Dr. MoCarthy confirses the market definition |

ry directlyin '

nomicanalysis s

analysis of the relevant economic market. This is:contrary to aceepte

contrary to the purpese of market definition.

5. Thestandard economic .Agproa-ch-tbwar;ds measir

he structure of a properly

_ defined economic market-does -

exit, . ’{SLlch] [ o pable of mal G wk and 5
uncommmed supply Te hat the ely influericed t [before: en‘txy]

6. In essence; the Guidelines include all currentparticipants'in a market, in addition

to all sellers that could rapidly, and atno competmve d;sfadvamave “offer to'sell a particular -
\product at a particular: plaoe even though the sellers are not cuxren‘tl y ge]lmg that product at

1 that place.

IMcCarthy Testimony p-5. 1 address below Dr. McCarthy’s cl At that there: has been s;gmﬁcam.
product’ and geographical.expansions in: reégent. years:
4 Merger Guidelines §1.6.
* Merger Guidelines 1.0,
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|| particular segment of theinsurance maﬂ;{étina;particu]ér’l@s;aﬁre;n".»,wbui.dmot;lin}pabt-‘scuman!tv i

7. Thus, by including all insurers selling any health insurance product anywhere in
state in one statewide market for all'health insurance; Dr. McCarthy presurnés that insurers

such as Molina, that only participates in the Medicaid market, could so easily and quickly offer

“individual, small group or large group policies in Eastern Washington that they \our‘rénﬂyr and

effectively constrain the pricing of these policies. In fact, the éviderice as to-“barriersto entry”

discussed in my Report® show that this presuniption is wrong. The necessity to put together an

-appropriate phvsicim;i network, To’ create rélati'on‘ships wi’ﬂi br'okers‘, to in-fornja_. 'buyers*ofﬁﬁ '

insurer’s presence, to-put logeﬂnei the admlmstratwe 'xpp'aratus Lo ‘.orreotly Judge n\krand

_expected payments, and to overcome ﬁle reluctance of emploveﬁ and individuals to mal\,e short;-

term switches in health ;i11s11fz;j1a,oe all s _iggte that sellers not puﬁeﬁﬂ}?vpax;ti.cipaﬁn?gﬁig a .

prices simply by the existence in‘other market ,s'iie}gmen_ts‘ in‘other places. The
buyers to switch coverage is: even greater when 'ﬁm finm "Sif:,éléi_ﬁg{théii {l_j)_tlsin?ss is n 15

market-and. may be:gone ifits effort to enten the markel is unsucc ssful

8. IfDhr McCaﬂhy were torrect in hls presumpimn as: to the a‘bsence of anv entryv ;

barriers, I would expet to see i_ifﬁsuw’r’s continually entering g‘_ia__nes of business @fa»feas’ of the
state and ac‘hieﬂng frimfkeé»sucéess and also leavfn'n&"bus-ixies:s _Jinesvaaa:d rﬁgi'ens inresponseto.

small:movements in. market pnccs There is sxmplv no. ewdmca suppox:tmg the absenoe o.f

entry bamers As dzscussed below the only “ev1dcnce” D _

M 'cCaﬁJny oﬁ‘ars in suppoxzt of h1s

cony ectm:c, of no entry b g ers is a flawed analysis of emry mad mpanm on m the stat&

® Antitrust Review by the: @f fice of Insurance Commissioner, Report of Keith Leffler, PhiD ( Octebcr 27
2003) (“Report”). My Reportis incorporated by reference in.my pra—ﬁled direct testimony-and pmvades ‘much; of

the substance: of that testimony.,
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: Spokane County in 200

|| readily turn'to Mo

‘dominate the market. Dr. MeCarthy claims that Premera

' competitive pricing will si

|-other 72 percent ofthc

my Table 1-B; Premera

9. A marketshare is a statistic that is used to infer the absence of any market power.

That is, if a seller has a low market share in a relevast sconosnic market, that seller; by

1l inference, has no.market power, since buyers can readily iurn to the viher sellers that together

is ¢orrect, then by inference, Premera has no market powersince any atlempt at above

inply result in buyers switching to one of thie sellers composing the .

incorrect market definition.

10. Consider, for examp

currently contrasting with

raise the' premiums to this

%;;o'f'aim}imdqajg with s 11 group health insurance fin

s health insurance. And

statewide market sh aré as it tt"d,oi}cﬁ'n'z'a,tes the Medicaid se of
Dr. M¢Carthy, Molin
currently offers only

nanced low-income family insurance. Molina specializes in this

insurance ségme_n’,tg_ 'ggto‘n State but in the o} £ §tates where it dp;ﬁiza?:és 7

Molina’s market success in “governmental” insurance provides no indication of its likely

ability to constrain Premera’s 1

ifig for “commercial”small group policiesin Spokane
g for “commercial’™ small group

Cournty. Hence, evenif MeCarthy were correct (whwh heéis not) that Molina could and

PRE-FILED RESPONSIVE TESTIVIONY OF 5
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‘market:share is 28:4 percent. If this

arket. ;;Hoim:ya,the IoW"Premé.rq %liaarkétasharéxis an arfifact-ofthe : T
1 employer in Spokarie. County with 56 employees thatis |-
or employee health insurance. Assume Premera detides to

by 10 percent above expected costinereases. As shownin

Slr-o_ac;h-, thlsemployerc uld ;
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would readily enter the market to supply small group policies in Spokane County, Molina’s
success in-its specialty business offers no indication of its ability to be successful in the very
different small group market.®

There Has Not Been Slgmﬁ\,ant Entry or Expansion in Fastern W aqhma‘con

11. Dr. McCarthy wncludcs that “[ejntry and cxpmmon condmom for insurers in
Eastern Washington appear relatively easy.”™® 4 The support:for this conclusion 'ki‘l}cludes.“?ﬁ_'ve
instances of -new-"in_s‘urers'e'ntériﬁo into the 's'téte -durih?‘g"{he last'several years ... and ... a;t least:
four instances of existing: insurers gammg subslantlal membcrslnp ’m Dr Mchrthy '\lso
claims that there are “at lcast"fqmiteen in.s?gncés of existing insurers ex;pandi_;txg from one part of

the state into another (including four cases of expansion from Western Washington into

Eastern. Washington.y™'! Finally, as evidence that market expansion from one line of biisihess

to another is-relatively easy, Dr. McCarthy asserts that “there have been at leastsix instances of
existing insurers offering new products orvexp;indingainto new lines of ybl_.lsiniessr."’12 However,
after eXamining in detail the purported examples-of entry and geographical and product.line

expansion, T find that there is nio evidence that-any such entry or expansion would have

Thz, specxalty nature of this business is well Hustrated by Premera® s recent emt ﬁ'om this ling of
busmess
& Markeét shares are intended 1o prov1dc an lndxcanon of sellers’ success-as measured by buyers
demonstrated wmmgness 10 deal with them: Hence, if Premera has 20 percent 6f o relevant market, another seller
with a similar share i$, gecording fo buyers; an.equally effective-competitor. Dr. McCarthy, however, mixes and
matehessiictess” mformation from very:different-linesof business. The fact.that, for¢xemple, Aetna may be
successful inoffering mega group: pohcxes (Lhat might ‘be a function of nationwide offering to'a geozmpmcally
dispersed emplover) tells menothing of Aetna’s ability.or willingness to offer individual policies. Similarly,
Molina’s success in the'state- financed segiment tells tue nothing abouit their ability to competé for. commercial
individual, sthall.or large. group, business..-An: analogy clarifies.. Considerthe sale.of autos: - Fotd sells a
significant share of all automobilés. This, however, has no implications as 1o its likely success m the ultra-luxury
auto:market. . -
® McCarthy Teshmonv p. 5
% MeGarthy Testimony p. 9.
“ K{cCﬁmhy Testimony p. 6.
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significant impact on Premera’s ability to exploit its market dominance in individual, small and
large lines of business in certain areas of Eastern Washington. '
12, As discussed at length in my Report; Premera dominates the supply of commercial

insurarice to ifidividual, small-group and large groups in those areas of Eastern Washington

- where Preméta doés not compéte with Regence Blue-Shield (héreafter the 14 county aréa of
Eastern Washi’ngtpn_).-“ Hence; the only markets (on the selling side) that are of concernin
-analyzing market power are-these lines of business in these. areas of Eastern Washington.

Therefore, it is only entry or expansion info these areas and lines of business that are relevant -

1o the issue of Premera matrket power.

There Has Been No ‘%Simliﬁcam' Eniry into Areas of Business Dominated by Premerzils_ .

13. Inthe McCa;rih'y_, five “Hedlth SI,_n,sure_ris Enteﬁ}ng Washington 1995-2002" are

listed in Table 6.'¢ However, upon examination, not one of the listed cases provides evidence

‘that entry is .easy nor do the cases'provide evidence: that entry possibilities constrain Premera’s

exercise of market power.

14, Thc ‘ﬁ.fst entrant cited by Dr. McCarthy is LTnitedHe'aiih Groﬁp in 1995. However

Dr. McCarthys own'table acknowledges that this was not entry but rather an acquisition of

" 12 MeCarthy Testimony p. 5-6. : :

3 Dr. Me¢Carthy also assérts that“there have been. at-least six.instances of existing insurers offering new
products or expanding into new lines:of business.” McCarthy:Testimonyp. 5-6: However, Dr. McCarthy does not
Tist who provided these new products, what the new products were, or ‘where they were offered. "Hence, L am
unable to evaluate this assertion. However, I am unaware of any significant in any such-offerings in the relevant

'product lines in‘the relevant.areas, and the OIC enrcllments statistics ceitainly.do not show such success innew |

product offerings,

' As discussed in my Report; the option of self insurance likely limits any exercise-of market powerby a

dominant insurer-in the large group market. .

,.H These “areay” include the-supply ‘of individual and-small:group-coverage itithe 14 county area of
Eastern Washington. - :

¥ McCarthy and Thomas, Antitrust and Economic Impdct Analysis of the Proposed Conversion.of

| “Premera Blue Cross in the:State of Washington (héreafter NERA Report), p.. 22,
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MetraHealth,!” Economically, entry that might ‘coi.ls_train thie pri¢ing of a dominant firm reférs
to entry of a new competitor (rather than an acquxsmon) that is able to establish a significant
market presence in a relatively short period.. Also, according to the Proﬁle of Washington

State Health Plans, UnitedHealth Gx%oup!had enrollient of 111 membeérs in all of Washington

in 2001 1n addition, Prémera’s 12/31/2002 analysis of the Edstern Washington market does |

not even list- UnitedHealth Group.'® Hence, this acc}h’isiﬁon‘is certainly not an'example

: 'i1lluetraung 1he ablhty of a new emrant to mp‘rurc mgmﬁumt sales inha short penod of tnne

15. The second e‘mmple of insurers entumg st]ungton who purportedlv consuam

.oompetiti.on is First Cho_ice., However,, First Choice had 111elxiberslx1p of 770 in Eastern

W ashinOton,atf‘the :,ergvd 0f2002, and First Choice is {lféav‘ing tlte_,ii@aithfinsuranc_e indust;y.?" Hs |

entry was. therefore a f'nlure

16. Dr Mc(,arthv also lists Great West s One Health P]an of Washington as an

example of enirv showmg Iow bdmers of cm.ry Hmwever Dr. McCaﬂhv 8 Table 7 shows ﬂmi ,

| One Hea]th lost over halfits enrollment be’m sen 2001 and 2002.. Pramera ) Markct Rcscarch

indicates that-One Health had 19 memb*rs inall of Eastern Washmgton in ’7002 2
17 Molmd is Dr McCarth} ] fourth cxample of entry. However as md1cated in Dr

McCarthy’s own table, this was not,emry ‘but-rather an a‘cqulsrc_)on. , 2" In addition, Molina does

| not compete at. all in the lines of busmess whcre Premera’s market dommance is of'concern — -

commercial mdl vxdual small and 1a1 e group plam

17 NERA Report, Table 6, Sourccs Col. 1.

¥ OICEXP NERAPT993. The doglifnents stamped with'the' prcﬁx “OICEXP NERA™ are documents Lhat»z-’ ‘

were produced by "NERA iri this proceeding from fis:own files,
° OICEXP NERAQ9394-58,
2 OICEXP NERAD93997.
L OICEXP NERA09397.
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18. The final purported instance of entry into the market is Health Net (USelect).
However, Health Net does not compete in the individual or small group lines of business.
Health Nt offérs only large group plans and it has onily 1615 enrolled members.> Premera.

certainly does nb,t.c‘oﬁsider’ I_-Ieal’th_ Net to be a significant compet itor as it doss not include

,them in its: Market Reseal oh-on Eastezn Washmgton

The,rg, Has Been Very Lmle, Successful Emrv into Eaﬂtez n Washmglon

19. In’ I‘able 3 of tllv Premera Report Dr McCaVchv lists “fourtecn instarices of

- existing insar ers exp'mdmg (emmmg, acmillv) from onu pm’[ of the state- mlo anotlier. . )”25 SRk

Seven-of these concern Eastem Washmgton Howev er, only the expansmn of Re gence to:

‘Spokane is-an actual e“mmple of any suiccess. n such entrv attempts

20. The ﬁrqt of theqe entrles is; accordmg 16 Dr: McCarthv the 199: acqummon of
‘Walla: Walla Val]ev MSC by ng (,ounty Medlcal tln, prsdweesor to Rugence As dmussed

above, :.uuh an auqulsm on is of no relevance"to whether entry is easy inthe 14 county area i

r,?bastprn ‘Was hmgton where Premera is domma,nt

The second entry mto Eastern Washm gton that Dr. Mc(,zmh) uses 1o exemphfy ;

the ease of entry is First Choice’s expansmn from sttern Washin gton into-Eastern

I W ashmgton m 1998 However as dlscussed dbOVC this cxpansmn was, a failore. .

The thirdentry listed by Dr: McCarﬂw 15 chence Aqm 15 s entry mto Spokane.

By the und of 2002 Regence Asuris had- atotal memberslnp in all of Eastern Washmgton of P

2 \JERA Report Table 6, Colo(d); '
3 February 26, 2004 e-mail from Ken Bryan to John Elis and Keith Lefﬂcr
M OICEXP NERA09394-98.

* NERA Report p. 17, McCarthy Testxmon‘?p %
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13,620 in its'individual and small group plans.”® This represents about 13.3% of the total

-number of insurgds in the 14 Eastern Washington counties. in which Asuris doss business.

Asuris is Tikely an example of a competitorthat offers some constraint to Premera’s exercise of

" market power. Nonetheless, Premera: continues to dominate the markets for individual and:

small group policies inthesel4 couities.

‘Indeed, Asuris provides a vivid illustration ofthe value of both the “Blue™ label
and.an ést'aﬁlisll,edé presence in the :xnatfket. At jil_aé.;:.}énd:ofli'obz_; Astiris had reached atotal
co'mmer‘ciai"e_l,lrounwm 0f21,580 members in the 14 counties in Eastern Washington in which |

it'does business.n' ‘Those 14 counties 'in.clu‘deﬁ'ihrg‘e:;of‘f Eas&f:m. Washington's:most ﬁo;»tllous

areas, incluiding.Sﬁﬁokaﬁe, the Trx-Cmes, and Che:léfijiCOmefj; ‘The-14 countiés have a total

populaﬁon -.e'slii:riated bv the Census :Bureau‘ ;at l 0”-1j2 634. Asuris.c‘:o'vers iu-sl Qver 2 'percen_t_-}oif'
the population. - Ih contrast aISO at the cnd of 2001, Rugence Blue® Slneld 1he pdrcnt of Asuns,
had a total em ollment in YaKima and Walla Walh Counties.alone - two Laslern Washmgton

counties m wluoh 1t can usethe Blue the"ld trademark - of 23 429, This is over 8 percent- of

: the populahon IIence Regenca 1% about four nmes ‘more successﬁal in uompetmg w1th

.Ea:em'era where it -has.an-established pofsiﬁmiandjl_}qfﬂscf Qf;:the Blue trademark.®®

x 'Ihese calculamons aré based on the Pxemera Market Research data OICEXP NERAOQSN 98 for
mdmdual and small plans: excluding Medicare Sunp}emcntal -
' *7 This figure is from the OIC Form B filing." :
6 The value of the Blue trademark 1§ implied in the Lesnmony of Premeri witnesses. ‘Gubby Barlow,
President and CEOQ, testified thatithe “Blue Cross Blue Shield licenseds a, significant asset of Premera.” (p. 15},
_He} ward Donigan, Executive VP and-Chief’ mikeung Cfficer, testified that “Premera facesa unique compétitive.

- situation in that it competes difectly with:another Blue licensee; something that only occurs in a few placcs

throughout the countty, Regence Blue Shield and Premera Blue Cross both offer Bluebranded products in
Western Washington, thereby i increasing the compeuuve naturc af

the marketplace. " ®3)
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{1 which Pr._emera is d_orm_nant.

24.  The fourth “expansion” noted by Dr. McCarthy is that of NYLCare into Spokane

in 1998. NYLCare was shor{ly thereafier purchased by Aetna. By December 31, 2002, Aetna

+had 23 members in all of Eastern W ashjxigmn,.h'ard] yan example of significant and succéssful

entry.?

25. The fifth “expansion” is Northwest One from Western Washington into Eastern.

Washington.: However; Northwest:One is not an insurer and it provides no health insurance in

26. ‘The sixth and sei?é'xﬁh»,ﬁumon:evd expansions concern Group Health’s entry into

Kittitas, Walla Walla, Whitrnanyzan’c‘i»(lolumbia counﬁgs_ in. 2000 and 2001. Dr. McCarthy is

simply -Wr'orig tiiaiilﬁ}foup Health entered"these counties.in ‘2000 and 2001. In fact, Group

- Healtb was prcsem m these couxmes a,nd oﬁ‘enng serwces as early as 1992 ) ‘_' o

L*ﬂstmg lnsurers Ha\'e \ ot Gained Substantxal Relevant ] \iemberghm

;_2;’-7.'. .Dr Mqu‘thy ¢laims’ substannal gains it membcrsmp by certain insurers from .

2001 t0'2002.3%

|l the abs\,nc:, of: an : amers across product lmes or geogla@hy and also of the compemwe

1| constraint that oth r possxble insurers repxenam to ?remcra, However only hlS examp“ic of

Regence l\suns mihe small group. market is nlevam to ihe 1mes of business and areas in

 OICEXP NERA 09394, -
® See footnote 3o Table 3, I\icCaﬁhv lestu'nony See, aiso OIC website. Northw est One does not

-appear as & heslth insurer:

3 Email Sally Yates, A;soclate Gcneral Counsel, Group Health Cooperative, to Kelth Leffler 1/28/04.
See also, NERA 08049; There was 2 mcromg of Group Health Cooperative and its controlled affiliate Group

- || Health T\Ionh West:in 1999,

2Jsing a, mcmbershxp gain of at least 5;000 ds a subst.annal gain, he includes-Group Health and CIGNA

in large group, é\suns . small group,-and Comriunity Health Plan in Mechcad

* PRE-FILED RESPONSIVE TESTIMONY OF 11
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: Bxpzmd‘ imo::nt:w *Iih’es of 'bufsiihé-;s:s, OF-2Xp

15 Il However, Whan Dr McCarihy s ]6 e)samples of entry and e\pansmn showma the absence of

- entry bamers are examlmd closely, only o' 'e Regeme Asuns -- m even marginally relevant,

Conelusion: as to Market Definition: Entry and Expansion

28.  Dr. McCarthy offers a broad, overly inclusive market definition ofall insurance

. products offered by commercial and goVemmental. insurers in the State of ‘Washington. Dr.
| Mc(arthv combines ver v different pr oducts and different Jocations regardless of the fact that,

‘ fo1 e\ample a smali meloycr n Spokane Lounty cannot and would not cosisider a Basic

Health Ca.re po]_;cy offered by M;olina or a indivi.duai p.o.li-cy_oﬁ'ered by ,Reg'e.nts Blue Shie]d in

Seattle. Dr MuCarthv Lertauﬂg ‘must recogmze thal the plan offerings in dlﬁerent lines of
-busmcss and 1he plan oﬂermbs in ddferenl Io cations offer no dlrcct compentlve «.on'stramt on

] ﬂw pm,mg of small group pohcxes in Spokane Nonethe]ess he 1mludes allthese in hls smgle

‘market.

29, Dr. McCarthv readles his ov er]y mclusnve ‘market deﬁmnon bbbdubé he asserts

-

{| there is *no slgmﬁcant, opurataonal bamers for an emstmg insurer to offer new products

‘"d mto new geogmphmal areds: of the state™®

The oﬂxers are not helptul In most instances thxs s apparerﬁ from documents from INERA $
own ﬁles And even the experience-of" Awm 1s far ﬁ om compellmg The data indicates that

after six years m th.e, markeL, Asuns, a subsvx.dtary ofrone o:f thetwo la.rge'smnsu-rers.m the state,

‘business in 'Eaétpm Washington, Rega.rdl’e‘ss of the presence of Asuris, Premera continuesto

3. MeCarthy Testimony p. 5.
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dominate. Itherefore conelude that Dr. M arthy is wrong in his presumptions about the-

absence of entry barriers and‘also in his :ov'eﬂy broad market definition.

Pt emera Has Market Power m the 'Purvhase of: ?row der Services in- C»rmm \1 eas’ of -

30. Dr M Ccmhy and It agree ihat thc ﬁeag;aplncal markets 101 thc purchase of

pr ovider sepvices are 1el"1txvel"y TIAITOW. He suggesis sE1 vsi_f;iép’ol_;l,, ani'a}r_ea;s, af,r'cr:' é@pp}%_c‘i;)k‘:éfé; I

1| do not'di
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- The-ability to gét lovver 'buyi’xig;pﬁicésifbevq‘fa se-of =Buly_er, market size Cf\"zolumej is exactly wh‘at” is
meant by market power on the buym<7 side. Whether tlns is good’ or bad, and has or has not

hclped conn 01 hcalth care: casts are not 1ssues ha =e;addrcsscd Rdther the issue:in an

The statute he mtes does not authonze smaﬁ groups to form assouatmns for this purposc In>
: addmon l’remera S Own underwntmg rules predude qmall oroups from formmo assocmtxons

Justto pooL’the;r insurance volume.

 Premera. InmyReport I examinedthe «ragos ‘bet»\;.re.ex_l'~-‘x1é1‘.;vo1’j_<§ limited pmnar’dy;“tp providers.

facts in his report.or testimony.” Tothe contrary, he interpreted these: facts as being conblstmt
with Premera’s buying power in that he noted

“the fact that an insurer can’ get Jower reimbursement rates‘in return for directing greater
volume to-a provider is quite common-and.is generally considered procompetitive. The
econdniics literature refers to this practice'as “seleclive contracting’ and miry résearchers

credit it as bcmg one ofthe major reasons Why managed care has beén able to help control’
the increase in health care costs.”

ap_pr..opriate competitive or ant‘itru'st analy.g; g Simp'ly 'wheﬂle'r Pr-‘eme_ra has such market
power And the evxdence clear]y md;wtes ‘Lhat uﬁhose markets in Eastcm Washmgton in,

Whl ch Premera has 1he donnnant market thre of prxvate msured panents it. does have such

market power. -

in 'a-ssbc"iati»ons ’ii‘"@'pool their m_suranc‘e volume. He clzums that RCW'-4&44.024 ,au-thomzes this. |

Rasponse .to Au dreLHalvom on

34. I hav» also rcv1ewed the pre-ﬁ!ed direct 1esumony of Audrey Halvorson of

T Dr, VcCarthy analyzed prov:dcr rmmburs‘.m ents compared to Medicare RBRVS pavmcnts NERA
chm pp.-49-52. However, the Med:v..md reimbursements are not, and do not puxport to be competitive market
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“and I concluded that the difference was consistent with I’remera»vusi.n g its higher share of

1 disagrees. wiﬂi‘ iny analysis:

by ‘Lhe OIC consultants of how the area factors were. calcu]ated I‘n st, we asked Premera how
|| the area deIOTS are determined: -

- relmbursement.aates.

|| vefers to Exhibit:6.5(AreaNetwork Factor Adjustment) of Prumora § bmdll ;rroup ‘Tate ﬁhng, t:ffecnve 6/ 1/03 The
p\hlb.lt is B?tas stamped #35195. .

having discounted contracts with Premera and networks with providers not agreeing to

discounted fees. These ratios v\ere higher in Eastern Washington than in Western Washington,
insureds in Eastern Washington to e\xzi"_cvtjv'I;i'gjle,r"=d,iscounigﬁ. In }:ier”testimohy; Ms. Halvorson:

Q. Dr Leffler states that the; geograplnc area fa ctore by network- reflect the
provider relmbursement lcvel dlfferences by aréa. Do 3 rou agrc«, wﬁh thls
00mmcnt‘7 :

A No T do not. The network/geographxc factoxs reflect the. esumated relzmve cost of
care that'is expécted to be provided to mémbers ‘who live ini each of the areas, not just
the differénces in provider reimbursement levels: As stated previously, Premera’s
geographic-area factors are-based on expected.differences in unit costs for hospital and

- professional services within 4 defined area, efficiencies of the various networks by area;
and then: adjustud for the pattern of where policyholders living within the area are
-expected to receive care, Therefore, the differences in provider reimbursement levels

. byarea ar'e only ong of the three Iactors uscd To: dcvelop the: gwgmphx,c factors.

35. ‘va dl’.la]le‘S of the ared factors was based on the réesults.of a careﬁa] mveshgzmon

Ql I’leaae descrtbe in- detad how the Medlbal AreafN etworl( F actors shown in Exhibit
6 5%% were de’temuned S L B , s

Proprietary Material _ B Y
Redacted

* Bates #s 10381, 10393,
% See Premera memo dated 5/23/03, rcspondmg to OIC data requcst #849. The reference to Exhibit 6.5
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36. We were aware. that provider efficiencies and “blending” providers areas info

employer group areas were aspects of the process of deterniining area factors, so we examined

how-muchthey would alter area factors based solely on dxﬁ‘crcnces inprovider v umbu:sembm

The answer wag ﬂlat thu, hm little effec L“’

37. I*mallv I asked Premera to confirm whether my interpretation of the area factor

ratics was corres,l Here ¢ are.amy question: and Premexa 'S answex

and forthe Prudent Buyer (PB) Plans. The ratio of the Traditional to the PB Plan
~ Factors in éach area wotild seem to.indicate the-extent towhich overall (i.e. all

on x,orrcot?

_ Rcsponse This mtcxpr..tatxon is correct.*

'38 Thus Whlle Ms Hdlvorson s: Statemcnt that “the differ ences in provxder

’ lQuesnon Tathe Sma]l Business Tate. hlmg of 6/ 1403 (speczﬁcallv document 00%195)
information is provided on the Area/Network Factor Adjustments for the Traditional

- prowders inthe pertinent netw: ork) 'prou der ”dmwmﬂs" are eblamed an the area. Isthis

1¢xmbursement levelq by area are only one of the thr factors u’sed t6 d‘evelop the geographic

f"u,tors is te«.hm cally corred 11 s nusleaclmo and 18 1nconsxstent W 1th Premera’s: earher

acknévxledg:,meni ﬂ’ldt my m’(erpretahon 1s correct.”

“* See:memo 7¢ teléphonc interview mth Davxd Brazd; Diréctor, MBS & H"‘E Actuarial, Pretiera;
Premera memo dated 7/14/03 with:Attachment 1 (Small Group. Area Factors Split into Cost-and Ut ilization
Portions); document # 77333 336 and Exhibit 23 to McCarth) deposmon

4 #36554- 5\3
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I declare under penalty of pexjury tinder the laws of the State.of Washington

that the foregoing is true and correct.

Dated [onal V420040 Seavite, b

KEITH LEFFLER, PHD
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